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ABSTRACT 

The impending devolution of program responsibility 
from the federal government to states and localities will probably 
increase their responsibility for designing and funding strategies 
for services to children and families. This paper presents 
state-by-state profiles of patterns of spending for education and 
other key health, welfare, and social services. The paper identifies 
factors that appear to drive spending costs: the need for education 
and other children's services in the state; the ability to pay 
(fiscal capacity); and the willingness to pay (fiscal effort). This 
context is then used to draw implications with regard to state 
spending for education and non-education children's services in the 
near future and beyond. The report looks at changes in state spending 
over time, as well as recent cross-sectional state data. In summary, 
the salience of indicators of need and ability to pay indicates that 
most states will be greatly challenged in financing these programs in 
the years ahead. Furthermore, the strong negative relationship 
between willingness to pay and noneducation children's 
spending — especially among the low-spending states — implies that 
finding the funds to support noneducation children's services in the 
absence of federal fiscal incentives and service mandates may prove 
especially difficult in these states. In general, a combination of 
increased needs, slower growth in fiscal capacity, and a reduced 
federal role in setting standards and providing financial support 
will make it extremely unlikely that the vast majority of states can 
sustain the per-child spending patterns of the previous two decades. 
Three figures and 16 tables are included. Information on the Finance 
Project and its available resources is included. (LMI) 
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PREFACE 

States and communities are under increasing pressure to improve their education, health and 
welfare systems. If Congress has its way, they will also play a larger role in designing, 
operating and paying for education and other supports and services for children and their 
families. As debate continues on Capitol Hill about the specifics of new legislation to reform 
the nation's welfare system and devolve control to the states, the looming question is whether 
the states are ready for what these major shifts in federal policy may bring? 

Most states are in the best financial shape they have been in for years.* Revenues and 
expenditures were higher than originally budgeted for in most states during 1993 and 1994, 
and strong revenue growth has allowed some states to build reserves to their highest levels 
since 1980. Yet changing demographic and economic conditions, as well as a changing policy 
landscape, suggest that many states will face significant fiscal and budgetary challenges 
during the remainder of the decade and beyond. The prospect of increasing school 
enrollments and larger responsibility for meeting the needs of low-income families with 
children will make it increasingly difficxilt for states to sustain or increase their support for 
education and other services in the face of slower economic growth, a changing revenue base, 
dediiung federal aid, and a political climate that is hostile to higher taxes. 

States vary dramatically in their expenditures for education and a number of other 
health and social services. Yet the factors that led to substantially increased spending per 
child in some states over the past two decades— for example, economic growth and declining 
school enrollments-are unlikely to continue. If economic growth slows somewhat and the 
school-age population -increases as projected, states will need additional funds to pay for 
education. Similarly, if child poverty rates increase even modestly, states will have a more 
difficult time meeting the needs of low-income children and families. 

Some states have anticipated these demographic and economic shifts and the budgetary 
pressures they will entail. They have become laboratories for public finance reform. Across 
the country, states have launched an array of efforts to improve financing and to make 
government work better and more efficiently. Some of these have focused on tax reform and 
new dedicated sources of revenue for education and other children's services. Some have 
sought to streamline service delivery, create more integrated service systems, and develop 
more flexible funding authorities to support them. Others have focused on developing and 
implementing more performance-based approaches to plamiing and budgeting. Still otliers 
are devolving control to cities and counties in order to tailor service delivery to local needs 
and shift a greater share of financial responsibility to local governments. While none of these 
innevative efforts is a proven panacea, they all represent interesting responses to the rapidly 
changing environment in which many states are carrying out their long-standing role as 
providers, regulators and funders of education and other children's services. Their 



* National Conference of State Legislatures and National Association of Legislative Fiscal 
Officers. State Budget and Tax Actions 1995: Preliminary Report. E>enver. CO: National 
Conference of State Legislatures, July 1995. 
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experiences are instructive and will become even more salient as more states position 
themselves to manage in a newly defined relationship with the federal government and with 
their local communities. 

Against this backdrop. The Finance Project has conducted a series of studies of state 
financing for education and other children's services. These include: 

• State Investments in Education and Other Children's Services: Fiscal Profiles of the 50 
Stfltes- state-by-state profiles of patterns of spending on education and other key 
health, welfare, and social services, and of significant economic and demographic 
factors mfluendng spending; 

• State Investments in EducatiotL and Other Children's- Services: The Fiscal Challeng es 
Aheads n analysis of factors affecting spending and their future implications given 
the changing demographic, economic, and policy context; and 

• State Irwestments in Education and Other Children's Services: Case Studies ofFinancim 
Innovations- -exammatiQa:\s of the experiences of seven states that have launched 
irutiatives to improve financing. 

Taken together these studies paint a vivid picture of the fiscal and budgetary challenges 
that states will face over the coming several years. They clarify a number of the critical policy 
and political issues that will confront governors, state legislatures, educators and others who 
run programs to serve children and their families. And they highlight a variety of nascent 
efforts in states nationwide to improve public financing for education and other children's 
services. 

These papers are part of a larger series of working papers on salient issues related to 
financing for education and other children's services produced by The Finance Project. Some 
are developed by projec* staff; others are the products of efforts by outside researchers and 
aixalysts. Many are works in progress that will be revised and updated as new information 
becomes available. They reflect the views and interpretations of their authors. By making 
them available to a wider audience, the intent is to stimulate new thinking and induce a 
variety of public jurisdictions, private organizations, and individuals to examine the ideas 
and findings presented and use them to advance their own efforts to improve public 
financing strategies. 

The Finance Project was established by a consortium of national foundations to improve 
the effectiveness, efficiency, and equity of public financing for education and an array of 
other community supports and services for children and their families. Over a three-year 
period that began in January 1994, the project is conducting an ambitious agenda of policy 
research and development activities, as well as policy-maker forums and public education. 
The aim is to increase knowledge and strengthen the capability of governments at all levels to 
implement strategies for generating and investing public resources that more closely match 
public priorities and more effectively support improved education and community systems. 



Cheryl D. Hayes 
Executive Director 
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INTRODUCTION 

As the direction of public policy points unambiguously to a larger state and local leadership 
role in delivering and paying for education and other children's services, the near- and long- 
term fiscal outlook for children's program investments in the states takes on new-found 
relevaince. The impending devolution of program responsibility and authority from 
Washington to states and localities means that these governments will be increasingly 
expected to design and fund strategies for serving children and their families. What 
financing challenges are they likely to face in addressing these responsibilities? What policy 
implications are suggested by this financing outlook? 

Answers to questions like these are central to current discussions surrounding the likely 
shift to federal block grants for programs such as Aid to Families with Dependent Children 
(AFDC) and Medicaid. Supporters and opponents of block grants posit dramatically 
different assumpdons about the degree to which states, counties, and municipalities will 
serve "at-risk" populations (including children) in the absence of federally seemed 
entitlements. Block grant advocates believe that quality supports can be maintained, if not 
enhanced, as responsibilities are devolved and external regulations eased. Opponents argue 
that vulnerable populations will receive diminished assistance. Clearly, the fiscal outlook for 
states and localities can be expected to heavily influence which of these alternative future 
scencuios ultimately proves more accurate. 

In elementary and secondary education, the salient issue is not so much responding to a 
smaller federal fiscal role, since the overall proportion of federal financial support is less than 
7 percent. Rather, it is whether states <ind school districts can be expected to provide the 
necessary financing to support dramatically increased levels of overall student academic 
achievement consistent with recent federal and state policies such as the National Education 
Goals,’ new state curricula frameworks, and revamped performance accountability systems. 
As with any major reform agenda, the resource commitments that states and school districts 
make toward enhanced student learning will in all likelihood be substantially affected by 
their fiscal condition. 

What resources are states and localities likely to have available to meet their 
respoi\sibilities to serve children in the years ahead? In order to shed light on this question, it 
is instructive to examine current education and other children's service spending patterns 
across the states, as well as spending trends over recent years. Even a cursory look at such 
data leveals stark state contrasts. For example, in 1992, per-pupil spending on education was 
over three times higher in New Jersey than in Utah. Even more dramatically, during that 
same year, state spending per poor child on non-education federal matching programs for 
children (sudi as AFDC, Medicaid, and foster care), was 10 times higher in Massachusetts 
than Mississippi. And while per-pupil education spending among the states rose 37 percent 

’ In 1989, the President and the nation's governors agreed to six ambitious national education 
goals for educational pei formance to be achieved by the year 2000. The Goals 2000: Educate 
America Act, passed in Marcli of 1994, codified these, plus two additional goals, into federal 
law. 
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in constant dollars between 1980 and 1992, real state spending on AFDC per poor family 
declined by 19 percent over that same time period. 

The purpose of this analysis is to better understand the factors that appear to drive 
spending contrasts like these, and what they portend for future spending on education and 
other children's services. We do this by first systematically associating state spending 
patterns and trends with three types of potential explamatcry factors: 

• the need for education and other children's services in the states, 

• the ability to pay (or the fiscal capacity) of states to provide children's services, and 

• the willingness to pay (or the fiscal effort) of states and localities in support of such 
services. 

We then use this context to draw implications with regard to state spending for 
education and other children's services in the near future and beyond. It is our hope that 
these analyses will enable policymakers at all levels to make more informed decisions on 
spending for education and other children's services, and to better prepare for the future. 

Key Findings and implications 

State Spending on Education 

This report addresses the following key questions regarding patterns and trends in state 
education spending and their implications for the future: 

1. How has the level of state education spending changed in recent years? 

• Per-pupil education spending in all states grew substantially in real terms between 
1970 and 1992. 

• Strong per-pupil expenditure growth occurred despite the fact that states generally 
devoted smaller shares of their total revenue base to support education in 1992 
than in 1970, and the proportion of individual income going to education over the 
last two decades has remained relatively stable. 

• Even after controlling for differences in cost, there remains substantial interstate 
variability in education spending per pupil in botli 1970 and 1992. Such variability 
has changed little over the past two decades. 

2. What factors inflaence state education spending? 

• Declining enrollments (especially during the 1970s) and economic growth were 
associated with increases in education expenditures per pupil during diis period. 

• States spending the most per pupil usually have relatively high incomes and/or 
low levels of overall education need. Similarly, states with relatively low incomes 
and/or high levels of need tend to have the lowest per-pupil expenditure levels. 

• The proportion of state income devoted to education spending is not strongly 
associated with per-pupil spending levels. States making large resource 
commitments to education (relative to their incomes) are about as likely to be low 
as high per-pupil spenders. And similarly, while some high pei-pupil spending 
states are able to provide these generous levels of support by making only modest 
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fiscal efforts, others must devote much higher shares of their state resources to 
achieve the same result. 

3. What do these findings suggest for future state education spending? 

Out findings suggest that grovv'ai in per-pupil education spending is unlikely to 
continue at its 1970-to-1992 rates. The principal factors associated with strong spending 
increases since 1970 (i.e., economic growth and declining school enrollments) are changing. 
Economic projections anticipate generally lower levels of economic growth in the years 
ahead. Demographic forecasts predict school enrollment increases in most states. In 
addition, greater demands on state and local budgets can be expected from other government 
ser\dce sectors as a consequence of reduced federal financing. Such conditions will make it 
exceedingly difficult for most states to continue making per-pupil education spending 
increases comparable to those of the past two decades. Recent spending data from 1990 to 
1994 reveal that a marked slowdown has probably already begun. 

State Spending on Non-Education Children's Services 

We address a similar set of key questions regarding patterns and trends in state non- 
education spending on children and their implications for the future: 

I. What is the level of state spending for non-education children's services, and how has it changed in 
recent years? 

• State spending on non-education children's programs is considerably smaller than 
state education spending. In 1992, states spent roughly one-tenth the amount they 
spent on education for their contributions to the nine largest federal matching 
programs for children, including AFDC and Medicaid. 

• The variation among states in spending on non-education programs differs among 
programs, but overall is much greater than the variation in education spending. 
State spending per poor child in the highest-sp>ending state was over 9 times the 
amount in the lowest-spending state for Medicaid, over 20 limes the amount for 
AFDC, and over 11 times the amount for all programs combined. 

• While growth in real state spending per poor child on non-education children's 
programs between 1985 and 1992 has been substantial overall, the growth rates 
varied greatly among the states. 

• State spending per poor child on Medicaid for children grew rapidly between 1985 
and 1992 in nearly every state. However, many of the states with above-average 
percentage increases still had below-average levels of spending per poor duld in 
1992. 

© Compared with the growth of Medicaid sp>ending on children, growth in real 
AFDC spending per poor child between 1985 and 1992 was relatively small. 
However, spending trends varied greatly, with many states experiencing large 
increases and others (mostly the largest states) decreasing their real spending 
levels. 
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2. What factors influence state non-education spending on children? 

• States spending the most per poor child on non-education children's programs 
usually have relatively high incomes and/or low levels of need for these services. 
Similarly, states with relatively low incomes and high overall needs tend to have 
the lowest expenditures per poor child. 

• Unlike in the education arena, the proportion of state income devoted to non- 
education children's programs is strongly associated with spending levels per poor 
child. That is, states that spend more per poor child in general devote larger 
proportions of their income to these programs than states spending less per poor 
child. 

3. What do our findings suggest for future state spending on non-education children's services? 

Our findings in the non-education area suggest that many states will have a difficult 
time maintaining current levels of spending on non-education programs for children, and 
that large variations among states in spending on these programs will persist. If child 
poverty rates increase^ as they have over the past decade and a half, states will require more 
resources to meet the needs of poor children at current levels. Yet, as noted above, economic 
projections anticipate generally lower levels of economic growth in coming years to help 
fund such services. Further, the influence of federal funding reductions and changes will be 
much greater in non-education programs than in education. While the federal government 
currently contribuf s less than 7 percent on average to state education spending, federal 
matching rates for the major programs in the area of non-education dtildren's spending range 
from a minimum of 50 percent to a maximum of 80 percent. In addition, provisions such as 
open-ended matching grants and mandated expansions of eligibility have imdoubtedly 
influenced spending levels in some states. Thus, program structures and funding formulas 
that emerge imder new federal financing arrangements should have major implications for 
future state spending on non-education children's programs. 

APPROACH TO THE ISSUES 

This report analyzes the fiscal challenges ahead for states in fmandng education and other 
children's services by examining patterns of state spending for these services and the major 
factors influencing these spending patterns. In addition to examining recent cross-sectional 
state data, we look at changes in state spending over time. Our approach is based on the 
cissumption that the factors and relationships that are significant in explaining current and 
recent state spending will continue to affect such spending in the future. 

Framework of the Analysis 

The hypothesis framing our analysis is that three key factors can influence state spending for 
education and other children's services. These three factors are: 

• the need for education and other children's services in the states, 

• the ability to pay (or the fiscal capacity) of states to provide children's ser\'ices, and 

• the willingness to pay (or the fiscal effort) of states and localities in support of such 
services. 
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The relevance of these factors to the level of state spending on education and non- 
education children's services and the indicators used to measure each factor are discussed in 
this section. The following two sections present our findings regarding the relationships of 
these factors to actual state spending on education and non-education children's services, 
respectively, and discuss the implications of our findings for future state spending on these 
services. The final section presen , a summary and conclusions highlighting the similarities 
and differences in the outlook for education and non-education children's services. 

Service Needs 

The magnitude of states' needs for children's services can be a major factor affecting the 
amoimt of resources they devote to these programs. The number of school-age duidren, for 
example, determines the size of the population that must be provided education services. 
Likewise, the number of children in poverty provides an indication of the potential need for 
spending on non-education children's services, because these programs, including income 
maintenance and social services, often target this population. 

There are many possible ways to define indicators of the need for children's services, 
each of which may help explain patterns of state spending on these services. In this report, 
we use the level of enrollmeni and the ratio of population to pupils as two key indicators of the 
need for education services. The level of enrollment is useful for examining the influence on 
state education spending of the size of the population requiring education services, and for 
standardizing spending comparisoi\s across states and across time. The ratio of population to 
pupils, by measuring the size of the entire state population relative to those receiving 
education services, provides indications of the degree to which the costs of education can be 
spread among taxpayers in a state and of the potential demand in a state for education 
relative to other programs. A high value on this measure indicates low overall need in a state 
for education services, while a low value indicates high need. 

In parallel fashion, the indicators we use for estimating states' needs for non-education 
children's services are the number of poor children in a state and the ratio of total population to the 
number of poor children. As noted above, the number of poor children in a state is a rough 
proxy for the number of children potentially eligible to receive non-education services such as 
AFDC and Medicaid. We examine the influence of this variable on levels of state non- 
education spending and also use it to standardize spending comparisons across states and 
over time. The ratio of total population to the niunber of poor children provides an 
indication of the extent to which the costs of non-education services for children can be 
spread among taxpayers in a state and of the potential demand in a state for these services 
relative to others. As with the parallel measure of education need, a high population-to-poor- 
cliild ratio indicates low overall need for non-education services, while a low ratio indicates 
high need. 

Ability to Pay 

The ability to pay-or fiscal capacity-of a state can ako have a major impact on the level of 
resources devoted to children's services. A state's fiscal capacity represents the potential of 
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that state to generate resources for public purposes. Thus, the higher the level of a state's 
fiscal capacity, the greater is its presumed ability to fund all public services, including those 
for children. Likewise, the stronger the growth of fiscal capacity, the greater is a state's 
ability to increase spending for those services. 

As with indicators of need, there are many possible choices for indicators of state fiscal 
capacity. Some-such as per capita income~are based on broad measures of economic 
activity within a state, while others— such as the Representative Tax System developed by the 
Advisory Commission on Intergovernmental Relations-focus more directly on the revenue- 
raising potential of state and local governments in a state. And some measures are better at 
capturing the potential of states to "export" taxes to, or raise revenues from, non-residents 
than are others. Nevertheless, the fiscal capacity indices for most states tend to differ very 
little depending on what measure is used— except in those states with relatively large oil 
production or tourism industries, where the potential for tax exporting is the greatest. ' 

In ttus report, we use per capita personal income as the indicator of a state's ability to pay 
for public services, including children's services. Per capita iixome is a major component of a 
state's capacity to raise revenues for public services, because most taxes are paid from the 
income of a state's residents. Per capita income is the most widely used indicator of fiscal 
capacity and the most readily available for the years examined in this study. 

This report focuses on states' spending for education and other children's services from 
their own resources. As such, the concept of fiscal capacity used in this report does not 
include federal aid. Although federal grants to states for children's services affect the ability 
of states to finance these programs, and major changes in these grants are likely, the current 
and potential impact of federal grants on state spending for children will be discussed 
separately from the influence of state fiscal capacity. 

Willingness to Pay 

The third major factor that can affect state spending for education ai\d other children's 
services is a state's willingness to pay for these services. Willingness to pay is captured by the 
"fiscal effort" a state makes. Fiscal effort relates a state's actual revenues or spending to its 
fiscal capacity. Because fiscal capacity varies across states, a state with lower fiscal capacity 
will have to use a greater share of its capacity to achieve the same service levels as a state 
with higher fiscal capacity (all else being equal) and vice versa. Fiscal effort thus provides a 
measure of the relative burden placed on a state's resources, or the "effort" maae to achieve 
the service levels that are provided,^ 

Fiscal effort can be measured for the total of all revenues or spending (i.e., the overall 
fiscal effort of a state) or for selected categories. In this report, we use measures of education 
effort and non-education effort. Education effort is defined as education spending per $100 of 
personal income, and non-education effort is defined as spending on non-education 



^ Fiscal effort may be a flawed proxy for willingness to pay if there are external constraints on 
spending levels, such as federid mandates, court orders, or statp constitutional requirements 
for allocating funding. 
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